2. The Merger Will Not Reduce Competition in Markets for Internet
Services.

In addition to these familiar forecasts that the merged entity will engage in downstream
discrimination against IXCs, the Big Three offer a new twist on the same theme, arguing that the
combined company will be in a position to harm competition for broadband and Internet services
by discriminating against rival ISPs in access to needed inputs like XDSL. This effort by the Big
Three to throw stones at the GTE-Bell Atlantic merger is the height of irony, given MCI
WorldCom’s recent effort to monopolize the Internet backbone market -- an effort that was
halted by this Commission and other regulators -- and AT&T’s current attempt to secure
exclusive control over a true unregulated Internet bottleneck into one-third of American homes.
In any event, this argument fails for several reasons.

First, as is the case with respect to interLATA service, any incentive for ILECs to
discriminate in the provision of necessary inputs to ISPs is already addressed by FCC regulations
and oversight. The Commission addressed these alleged bottleneck concerns long ago in the
Computer III proceedings, and competition has thrived under the rules that were set in place at
that time.!!?

Second, the suggestion that ILECs control a bottleneck facility with respect to Internet
traffic is unfounded. MCI WorldCom’s own experts concede that any bottleneck concern “is

ameliorated if other technologies emerge to provide broadband access for ISPs.”''* One such

'3 Amendment of Sections 64.702 of the Commission’s Rules and Regulations, Report and
Order, 104 F.C.C.2d 958 (1986).

'1* Baseman-Kelley at 7 94 n.67.
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alternative technology is cable modem access, which is rapidly being deployed today and which
is the core of AT&T’s high-profile investment strategy through its TCI acquisition. Cable
modem access, of course, is not subject to the same regulatory requirements that apply to ILECs,
and the AT&T-TCI merger is thus an example of an area where these bottleneck concerns
actually are legitimate. Moreover, other high-speed means of accessing the Internet are already
available. Larger customers can purchase dedicated connections directly from Internet backbone
providers. As long as the backbone market remains competitive, therefore, there is no real threat
of Internet monopolization. And, as explained above, this merger will actually help ensure that
the backbone market remains competitive.

Finally, MCI-WorldCom’s claim that the merged entity would somehow have a greater
incentive and ability to engage in discriminatory self-dealing as a result of GTE’s ISP presence
ignores fundamental and obvious differences between the Internet backbone market and the ISP
market. The Internet backbone market was sufficiently concentrated -- with MCI and
WorldCom controlling substantial shares of the market -- that the divestiture of MCI’s Internet
assets was necessary to avoid a significant increase in the incentive to engage in discriminatory
conduct. No similar danger exists here. Unlike the Internet backbone market, the ISP market
is atomized and fully competitive with thousands of participants (with GTE and Bell Atlantic
holding an insignificant position),'!* and the ISP access market does not feature the sort of

delicate system of competitive peering between rival unregulated networks that characterizes the

115 See Public Interest Statement at 17.
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Internet backbone market.!'® Indeed, the fact that GTE’s and Bell Atlantic’s ISP affiliates hold
such modest market shares is compelling evidence that the alleged discrimination either does not
occur or is utterly ineffective.

C. Any Theoretical Concern Is Resoundingly Outweighed by the Merger’s
Broad Procompetitive Benefits.

For the reasons set forth above, the opponents’ warnings that dire anticompetitive
consequences will flow from the merger of Bell Atlantic and GTE are groundless. It bears
emphasizing, however, that even were the Commission persuaded by some of the opponents’
arguments, these concerns would not be sufficient to support a finding that the merger is not in
the public interest. The Commission has stated on numerous occasions that it looks at both sides
of the ledger in evaluating the competitive impact of a proposed merger -- not only at alleged
competitive harms, but also at competitive benefits -- and that, accordingly, “[a] merger will be
procompetitive if the harms to competition . . . are outweighed by benefits that enhance

117

competition. The critical inquiry, therefore, is not whether the merger would result in any

theoretical loss of potential competition, no matter how minor or geographically isolated, but
instead whether “the transaction on balance serves the public interest, convenience and

necessity.”!1?

116 See Crémer-Laffont Declaration 99 61-63.
"7 Bell Atlantic/NYNEX Order 9 2.
"3 Id. 9157 (emphasis added).
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This merger confirms the wisdom of the Commission’s holistic approach to assessing
competitive impact: As explained in Part I above, consumers across the country will receive
numerous, widespread, and significant benefits as a result of the merger, in markets for local,
interLATA, Internet, and bundled services. This contrasts markedly with the Bell
Atlantic/NYNEX merger, in which the efficiencies generated by the merger were confined to
many fewer product markets and a much smaller geographic area.''® Our opponents would have
to establish that the merger would produce severe and widespread anticompetitive consequences
to offset those weighty benefits. And even were one to accept their claims that the merger would
cause some incremental effect as a result of the removal of a potential competitor in pockets of
Pennsylvania or Virginia, or of a marginal increase in a supposed incentive to discriminate, these
slight anticompetitive effects would be emphatically outweighed by the nationwide benefits that
will flow from this merger.

II1. THE MISCELLANEOUS ALLEGATIONS OF BAD ACTS BY GTE AND BELL ATLANTIC ARE

NOT GERMANE TO THIS PROCEEDING, ARE PROPERLY RESOLVED ELSEWHERE, AND

ARE MERITLESS.

In what amounts to a tacit acknowledgment of the weakness of their economic arguments
against the merger, the Big Three and other commenters attempt to shade the Commission’s
view of the proposed transaction by filling their pleadings with a litany of unrelated and

unsubstantiated allegations against GTE and Bell Atlantic. They argue that Bell Atlantic has

failed to honor the conditions imposed by the Commission in approving the Bell

"9 Compare id. 19 160, 168, 173, 176.
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Atlantic/NYNEX merger, and that both companies have committed various other bad acts.
These allegations should not detain the Commission. As the Commission repeatedly has
recognized, transfer application proceedings are not a forum for airing pre-existing grievances
that do not bear on the central question whether this merger is in the public interest.!?*® That
conclusion has particular force where, as here, all of these grievances -- including those relating
to the NYNEX commitments -- are already the subject of ongoing proceedings before the
Commission and other regulators. Although Bell Atlantic and GTE are entirely confident that
the various complaints will be comprehensively addressed and rejected in those other
proceedings, we offer brief responses to these non-germane allegations in the attached
Appendices J and K, which show that Bell Atlantic has fulfilled the Bell Atlantic/NYNEX
conditions and that the sundry other complaints are without merit.

IV. THE COMMISSION SHOULD REJECT ALL OF THE CONDITIONS PROPOSED BY THE
APPLICANTS’ COMPETITORS.

In all, the various merger opponents have proposed some three dozen conditions that, in
their view, should be imposed on GTE-Bell Atlantic in the event the Commission permits the
merger to go forward. All of these proposals should be rejected.

Many of the proposals bear no relation whatsoever to the claimed concerns of the merger,

and are instead bald attempts by various parties to exact their “pound of flesh” from the

120 See, e.g., SBC/PacTel Order 9 38; Bell Atlantic/NYNEX Order 9 290; In re Applications of
Turner Broadcasting System, Inc., FCC 96-405, 11 F.C.C.R. 19595, at § 33 (Oct. 9, 1996); In
re Bell Atlantic Mobile Systems, Inc., 10 F.C.C.R. 13368, at § 37 (May 14, 1995); In re
Applications of Craig O. McCaw and AT&T, 9 F.C.C.R. 5836, at | 123 (Sept. 19, 1994), aff’'d
sub nom SBC Communications. Inc v. FCC, 56 F.3d 1484 (D.C. Cir. 1995).
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Applicants. Prominent in this category, for example, are the standardized conditions that the law
firm of Swidler Berlin Shereff Friedman proposes on behalf of a group of CLECs.!?! Most, if
not all, of these conditions flow from those carriers’ interconnection-related grievances; as we
have explained in Part III and the corresponding appendices, those complaints are not germane
to this proceeding, and in any event lack merit. The content of interconnection agreements,
moreover, should not be determined in this license-transfer proceeding, but rather through the
system of case-specific negotiation and arbitration established by Congress in the 1996 Act.
Complaints about alleged non-fulfillment of any such agreement likewise should be dealt with
in the appropriate proceedings.

Those proposals that do purport to relate to the merger also should be rejected. First, the
Commission should decline to impose its own set of performance conditions on the new
company.'? Every state public utilities commission comprehensively and diligently monitors
service quality performance, and will continue to do so after the merger. There simply is no
need for the Commission to devote resources to duplicating that effort.

Second, a forced divestiture of assets, which is proposed in varying forms by some

opponents,'? could only possibly be justified in the case of a horizontal merger between direct

'l See, e.g., Comments of Freedom Ring Communications, LLC, d/b/a BayRing
Communications at 20-31; Comments of CTC Communications Corp. at 28-31; Comments of
RCN Telecom Services, Inc. at 21-28.

122 See, e.g., Comments of CoreComm (hereafter CoreComm) at 31; Comments of KMC at 28;
Comments of USXchange at 26.

12 See, e.g., MCI WorldCom at 56-57 (GTE should be required to divest in-region interLATA
operations); Comments of Focal at 21 (same); Comments of Level 3 Communications at 12-15
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competitors with significant overlapping operations. As we have shown in the Application and
in these Reply Comments, however, this merger presents no issues of direct competition at all.'?*
And, as discussed, the potential competition arguments advanced by our competitors are shallow
at best. Accordingly, there is no basis whatsoever for the Commission to condition its approval
on a divestiture of either company’s assets.

Finally, the Commission should reject the numerous proposals for imposing special
market-opening conditions on the new company.’?® There is no public-policy rationale for
imposing new regulatory requirements on GTE-Bell Atlantic that go beyond the legal obligations
carefully crafted by Congress in the 1996 Act. As we have shown, the merger will not result in
any loss of a significant and irreplaceable source of potential competition, or indeed cause any
diminution of competition in a relevant market.””® In particular, the special concerns that
underlay the Bell Atlantic-NYNEX commitments are manifestly absent here. Indeed, because

of the expansion of competition into new markets and the other very real procompetitive benefits

(new company should be required to divest “bottleneck facilities” such as loops and wire
centers).

12¢ We addressed the overlaps of wireless territories in the Application and Public Interest
Statement. Apart from the self-serving suggestion of Supra Telecommunications that the
Applicants should be directed to sell their overlapping assets to Supra, see Comments of Supra
Telecommunications at 30, the overlaps have rightly elicited no statements of concern from our
opponents.

123 See, e.g., MCI WorldCom at 57 (Commission should impose same conditions imposed in
Bell Atlantic/NYNEX Order); CoreComm at 29 (Commission should require new company to
develop immediately a new OSS/EDI system).

1% See, e.g., Bell Atlantic/NYNEX Order 99 177-79.
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that will flow directly from the combination of GTE and Bell Atlantic, this merger itself

represents perhaps the best hope of achieving the market-opening objectives of the 1996 Act.

V. CONCLUSION

For all the foregoing reasons, and the reasons stated in GTE and Bell Atlantic’s Public

Interest Statement, the Application for Transfer of Control should be approved.
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L PURPOSE OF DECLARATION

A. Purpose of Declaration

1. In this declaration I show that the merger of Bell Atlantic and GTE will have
substantial pro-competitive effects, and is, therefore, in the public interest. Specifically, the
merger of GTE and Bell Atlantic will have six specific, pro-competitive benefits. First, this
merger allows the applicants to combine their complementary product and skill sets —
particularly in advanced voice and data services and Internet services — and thus obtain the
necessary competencies required to offer a national facilities-based bundled offering. Second,
the merger will introduce a strong and effective competitor to local markets across the country.
Third, the combined company will have the presence and resources to develop a truly national
brand, and thereby enhance competition amongst the top tier of telecommunications providers.
Fourth, the merger will produce significant economies of scale and scope, and therefore improve
the cost competitiveness of the enterprise, as well as promoting consumer welfare through lower
prices. Fifth, the ability to sell GTE’s long distance and data capabilities through Bell Atlantic’s
sales channels will enhance the cost-competitiveness of the GTE data and long-distance network.
Sixth, the merger will enhance the competitive standing of GTE’s Internet backbone network

thereby crimping any possible efforts to dominate this market.!

1 A disproportionately large Internet backbone provider, or an oligopoly of backbone providers, could seriously

harm competition through a strategy of targeted degradation in its peering connections with other unregulated
backbone providers. See Jacques Crémer, Patrick Rey, and Jean Tirole, The Degradation of Quality and the
Domination of the Internet, prepared for GTE Communications Corporation, April 8, 1998, at p.9. The Crémer-
Rey-Laffont paper is cited, inter alia, in the Baseman-Kelley Declaration at 95, p. 54. See also Jean-Jacques
Laffont, Patrick Rey, and Jean Tirole, Network Competition: I. Overview and Non-discriminatory pricing,
RAND Journal of Economics Vol. 29, No. 1, Spring 1998 pp. 1-37, also cited by Baseman and Kelley.
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2. The merger does not create anti-competitive effects as Bell Atlantic and GTE are
generally not direct or potential competitors,2 and the merger is not likely to increase
discrimination by the combined ILECs in either vertically or horizontally related services.? I
therefore conclude that the merger of Bell Atlantic and GTE will strongly enhance competition
and advance the interests of consumers. Accordingly, the companies’ application should be

approved.

B. Qualifications

3. I am Mitsubishi Bank Professor, Haas School of Business, and Director, Institute
for Management, Innovation and Organization, University of California at Berkeley and Chairman
of the Law & Economics Consulting Group. I have been a full professor at Berkeley since 1982.
Prior to that, I was Assistant and then Associate Professor of Business Economics at the Graduate
School of Business, Stanford University. I received my Ph.D. in Economics from the University of
Pennsylvania in 1975. As an industrial organization economist, I have studied the economics of
technological change, competition policy, and business strategy issues for over two decades. At
UC Berkeley, I was the Co-founder of the Management of Technology Program, a joint program
between the School of Business and College of Engineering, and the Consortium on
Competitiveness and Cooperation, a multi-campus research program linking scholars at Berkeley,
Stanford, Columbia, Harvard and Wharton who have interests in the long-run performance of the
U.S. in the global economy. I am also Chairman of the Consortium for Research on
Telecommunications Policy Program, a multi-campus research group with active nodes at UC

Berkeley, the University of Michigan, and Northwestern University.

2 See accompanying Declaration of Robert H. Gertner and John P. Gould on behalf of Bell Atlantic and GTE,
hereinafter referred to as Gertner-Gould Declaration, at § 8.

3 See accompanying Declaration of Robert W. Crandall and J. Gregory Sidak on behalf of Bell Atlantic and
GTE, hereinafter referred to as Crandall-Sidak Declaration, and accompanying Declaration of Jacques Crémer
and Jean-Jacques Laffont on behalf of Bell Atlantic and GTE, hereinafter referred to as Crémer-Laffont
Declaration.
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4, My research has been centrally concerned with the relationship between the
structure of firms (especially the scope of their activities) and their performance, particularly the
capacity to develop and introduce new technologies. I have had a special interest in innovation,
organizational structure and antitrust. Relevant books include Economic Performance and the
Theory of the Firm (1998), Strategy, Technology and Public Policy (1998), Antitrust, Innovation,
and Competitiveness (1992, with T. Jorde) and The Competitive Challenge (1987). Relevant
papers include, "Competition and Cooperation: Striking the Right Balance," California
Management Review (Spring 1984, with T. Jorde); "Telecommunications in Transition:
Unbundling, Reintegration, and Competition," Michigan Telecommunications and Technology
Law Review, 4 (1995); and "Competition and Unbundling in Local Telecommunications:
Implications for Antitrust Policy" (with Robert G. Harris and Gregory L. Rosston) published in
Towards a Competitive Telecommunications Industry, Selected Papers from the 1994
Telecommunications Research Conference, Gerald Brock (ed.) (Lawrence Erlbaum Associates
1995). In previous submissions to the Department of Justice and the FCC, I have devoted
considerable attention to studying the competitive dynamics of the telecommunications industry
and to developing and implementing a methodology with which to assess the competitive

environment. A copy of my curriculum vitae is attached as Attachment 1.
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IL. INTRODUCTION

5. The competitive landscape in telecommunications has changed dramatically in the
past two decades. Prices have dropped and the U.S. has gone from effectively one provider
(AT&T) with two primary services (local loop and long distance) to multiple technologies and
multiple providers for each competing technology. Similarly, the needs of a typical consumer
(business and residential) have changed dramatically over the same period: digitalization and the
decrease in transmission costs have made it increasingly attractive to use telecommunications
and data services, meanwhile service complexity has increased with the explosion of wireless,

fax, data and Internet services.

6. What once was a very simple purchasing decision for consumers has become
tremendously complicated. Consumers now face a plethora of barely understood technologies
each touting its presumed superiority over other barely understood technologies: digital TDMA
vs. CDMA PCS, “wireless” fiber v. WDMA, xDSL vs. cable modems, IP vs. frame relay or
ATM, voice over IP vs. POTS, and so forth. Adding to the complexity is the fact that each of
these services is provided by a host of competing companies — each of which touts its presumed
superiority. Cutting through the clutter of technologies and providing reliable service is going to

be essential to winning over customers.

“The ‘advantages are not going to be that we have technology that no one else
has.” Instead, the market is ‘going to be won by better understanding the
customer and getting services in the right places.’”*

4 Quentin Hardy, Bypassing the Bells — A Wireless World, Wall Street Journal, Sep. 21, 1998, Section R, quoting
Lawrence K. Vanston, Technology Futures Inc.
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7. Currently, AT&T, MCI WorldCom and Sprint are all working to offer national-
level, bundled service offerings to simplify the purchase decision for the consumer.> The merger
of Bell Atlantic and GTE will create an additional competitor with the capability to offer

nationally bundled services.

8. The combined GTE - Bell Atlantic will be able to offer a package of facilities-
based local, long distance, and advanced data services to business and residential customers
across the nation. Separately, Bell Atlantic and GTE each possess part of a full-service bundled
offering and customer base. Bell Atlantic brings strong wireline and wireless businesses and
strong relationships with large business customers. Complementing Bell Atlantic’s strengths,
GTE has a rapidly growing presence in voice-grade and data long distance transmission and
Internet backbone services, as well as slightly smaller wireline and wireless businesses. The

combination will provide a full suite of services to customers.

9. Simply offering a competitive full-service bundle of telecommunications services
will not guarantee success. The merged Bell Atlantic and GTE will also need to develop a brand

that will stand out and be recognized and valued by potential customers. Separately, neither

3> For example, AT&T's stated strategy is “to rapidly increase the company's revenue, especially at its fast-growing

networking services unit, AT&T Solutions. ‘These strategic agreements are all about growth,” said AT&T
Chairman and CEO C. Michael Armstrong. ‘Growth in revenue, growth in technology, and - most important -
growth in what AT&T can do for customers.’” Company Press Release, AT&T To Acquire IBM's Global
Network Business For $5 Billion, Dec. 8, 1998. The IBM acquisition complements AT&T’s portfolio of
wireless services, cable-TV partnerships, international partnerships, and voice and data long-distance services.
“The AT&T-BT joint venture, announced July 26, is a key element of AT&T's overall growth strategy and
represents a critical global complement to agreements struck with TCG and TCI, which expand the company's
ability to deliver digital broadband and IP services to customers in the United States.” Company Press Release,
AT&T launches AT&T Concert Services for Customers in U.S., November 11, 1998; see AT&T, Time Warner
May Be Near Deal, Washington Post, Dec. 9, 1998. Other IXCs, such as MCI WorldCom and Sprint, are
developing comparable packages of bundled services. Other non-traditional competitors, such as cable
operators like Cox and Comcast, are entering the local exchange market by bundling local telephony, high-speed
Internet and digital multi-channel TV services. “Cox is aggressively launching digital television, high-speed
Internet access, and telephony, evolving the company in to the most aggressive in new product introduction.”
Thomas Eagan, Cox Communications, Paine Webber Research Note, Nov. 30, 1998, at p.1.
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brand has sufficient recognition beyond its current service territories to stand out in a
marketplace populated with well-known brands such as AT&T, MCI WorldCom and Sprint. The
combined firm will have all the resources to develop a new national brand to attract customers to

the new product suite.

10.  The merger of Bell Atlantic and GTE will stimulate additional competition in all
the markets where the companies are or intend to be active: local exchange, national bundled
services, long distance and Internet/data. In the local exchange, the merger will give the
combined companies a compelling product offering, strategic beachheads from which to enter
other local markets and the potential to create a strong brand — all of which will facilitate the
companies’ entry into regions outside their existing territories. The combined companies will be
able to offer a broad range of products and services to large business customers nationwide. In
the long distance and Internet markets, GTE will be able to use Bell Atlantic’s existing
marketing and sales channels to increase the utilization of GTE’s national, high-speed backbone

and provide the impetus for expansion of that backbone.

III. THE PROPOSED MERGER WILL ENHANCE COMPETITION IN LOCAL
EXCHANGE SERVICES

A. The Combination Will Create an Effective Competitor in the Provision of Local

Exchange Services Out-Of-Region

11.  The combination of Bell Atlantic and GTE will significantly increase competition
in local exchange services by enabling the two companies to compete more effectively out of
their traditional local exchange territories. Out-of-region competition requires a different arsenal
of branded offerings and organizational capabilities when compared with wireline service

provided by incumbent local exchange carriers (“ILECs”). Out-of-region customers must be
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won one-by-one, and substantial and risky facilities investments must be made before entry can

occur.

12. ILECs need to have both a full and compelling product portfolio, a strong brand
identity, and broad national geographic coverage to be able to succeed in the provision of
competitive out-of-region local exchange service across numerous dispersed markets. The
merger allows Bell Atlantic and GTE to take an important step towards fulfilling these three
requirements. The combined entity will have a robust product portfolio, improving the value
proposition of its competitive local exchange service by bundling it with long-distance voice/data
services (especially Internet Protocol based services), and wireless services. The combined
company will have a broad geographic coverage and éxisting relationships with key multi-
location business customers. This can provide a strong base to build a brand with nationwide
recognition, the third benefit identified above. While both Bell Atlantic and GTE have strong
brand names in their ILEC territories, their brand identity out-of-region is quite weak. The initial
step will be through selling GTE’s advanced voice and data products into the multi-location
customer base already served by Bell Atlantic. Below, I discuss why Bell Atlantic needs to
respond to the change in today’s competitive marketplace, the increasing demand for broad-
based, bundled and branded services. Not only is the merger a strategically appropriate response
to these changes in the marketplaces, it also enhances out-of-region local exchange competition

by making the combined company a more effective competitor.

B. Consumers Favor Bundled Product Offerings

13.  The requirements for competitive success in local services are changing rapidly, at
least for the ILECs. In the past, ILECs could succeed by managing operations to achieve a low-
cost, high-quality service. Now, they must also compete for customers. This competition is no
longer based solely on cost and quality; it is increasingly based on the ability of the LEC to

simplify the purchase decision and the management function for the consumer.
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14. New technological opportunities are propelling an explosion in consumer
demand for telecommunications services. However, new options are also adding complexity and
confusion. Where consumers could only choose local and long distance voice service, a typical
customer may now have access to, and demand for, wireless service, high-speed data and Internet
access along with the local and long distance voice. Moreover, the once rigid lines between
these services are starting to blur. Dramatic demand increases coupled with competition has
brought forth a wide array of both technologies and providers. What was once a very simple
decision for the consumer (one provider of local service, three major providers of long distance)

has mushroomed into a complex decision involving choices among technologies and providers.

15.  Adding further difficulty to the consumer’s decision is uncertainty about the
quality of the service prior to purchase. Telecommunications services are referred to as
“experience goods” because there is no way to know, in advance of using or experiencing the
service, the quality of the service. For such goods, consumers typically rely heavily on brands

and word-of-mouth for their quality perceptions.

16.  AT&T has clearly decided that bundled national services make business sense and

is actively gathering customers:

“‘The Securities Industry Association (SIA) and New York Clearing House
Association (NYCHA) have contracted with AT&T to provide their members a
full range of local communications services in locations across the United States.
The contract ... expands upon an existing local services contract [with] Teleport
Communications Group (TCG), which merged with AT&T in July. AT&T will
provide ... a full portfolio of local voice, data and Internet services in New York,
Boston and Philadelphia immediately, and in a total of 25 major cities across the
U.S. by the first quarter of 1999. AT&T's unified local service offer affords
SIA/NYCHA members the advantage of obtaining local service for all their
locations from a single provider, instead of negotiating with myriad local phone
companies around the country. Additionally, AT&T will offer a single bill
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aggregating local service charges from multiple cities and for multiple services,

with discounts across all the locations and services.’”” [emphasis added]®

17.  Therefore, Bell Atlantic and GTE must simplify the complexity and uncertainty
of purchase for consumers in order to compete successfully for local exchange service out of
their historical territories. Specifically, to be successful in their national, out-of-region strategy,

Bell Atlantic and GTE must provide:

e A bundle of services that will meet all the needs of the typical customer (e.g., local

voice and data, long distance voice and data, and wireless);
e A strong brand name or customer presence.

18.  The combination of Bell Atlantic and GTE will be strongly pro-competitive and
enhance consumer welfare by creating a company that can meet the new requirements for
success. In meeting these requirements, the combined company will increase customer

satisfaction and the level of competition in local markets.

C. The Eroding Position of the Traditional ILEC

19.  The current strategic position of ILECs is precarious, as vigorous competition is
coming from competitive local exchange carriers (CLECs) for local wireline service is expanding
rapidly. Competitors are entering thfough both wireline technologies, such as AT&T’s TCG
unit, or MCI WorldCom’s MFS-Brooks-MCIMetro unit, and super-broadband wireless
technologies, such as Teligent. In addition, ILEC customers are already purchasing advanced
telecommunications services (such as data transport and wireless) from other providers. These
advanced services are capturing an ever-increasing portion of the customer’s spending and are

even starting to replace the core local wireline business. This combination of effects is eroding

6 “AT&T Signs 3-Year, $180-Million Local Services Agreement with Financial Services Firms,” PR Newswire,
Dec. 9, 1998.
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the traditional ILEC revenue and profit base. The historic value proposition of the ILEC is no

longer viable.

20. This two-pronged attack on the ILEC’s local wireline business has been well
recognized by investment analysts, stressing the need for ILECs to broaden both their geographic

and product portfolios quickly:

“Again, as we said in the past, if an RBOC acquires assets or capabilities that take
them away from being a regional carrier on defense into a more offensive, fully
integrated national or even global provider then we would gladly rethink our
investment position on that particular RBOC.

First quarter 1998 was a very significant watershed event because it showed that
we are past the point of no return in terms of the Bells’ ability to defend their
market share.”’

21.  The investment and research community also believes that ILECs need to actively
address the data market lest they get pushed into the position of a marginal supplier of

commodity services:
“With data rapidly overtaking voice calls as the primary traffic on phone
networks worldwide, the big phone companies [ILECs] need to retool their
systems, lest rivals lure away their high-spending business and residential
customers. . .relegating the Bells to the role of a wholesaler of dumb wires.”®
22.  This shift towards data traffic is being driven primarily by the Internet and its
demand for ever-increasing bandwidth. As a response to the increasing demand for high-speed
access to the Internet, new technologies are becoming available that make it dramatically cheaper

to obtain that access. Previously, high-speed access required T-1 technology at approximately

$1,000 per month -- affordable only for very large businesses. Now high-speed access can be

7 Jack Grubman, CLECs Surpass Bells in Net Business Line Additions For First Time, Salomon Smith Barney,
May 6, 1998, Part II p.1 (hereinafter “Grubman™).

8 Stephanie N. Mehta and John J. Keller, “Sprint Plans to Integrate Voice, Data,” Wall Street Journal, June 3,
1998, p. A3.
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obtained at T1 equivalent speeds through xDSL and cable modems for hundreds (or even tens) of

dollars per month. Consumption of high-bandwidth services is therefore set to explode.

23. Bell Atlantic and GTE are under attack from two directions. First, they are under
head-on attack from CLECs, which quite rationally are going after the high-volume large
business customer base with bundled voice and data products. CLECs have made tremendous
inroads, and are attracting the majority of new business lines, indicating very substantial local

competition.’

24. The second attack is coming from substitution of wireless for local wireline
service. Technology Futures Inc. predicts 30%-40% wireline market share loss to wireless

within 10 years, 10 a trend confirmed by the CEO of Sprint PCS Corp.:

“[M]any of our customers are beginning to use their Sprint PCS phones for more
of their communication needs

In a few cases, customers are actually disconnecting their land-line service and
using Sprint PCS to make and receive all their calls at home. With Sprint PCS,
consumers have a wireless phone that offers all the features, benefits and voice
quality of land-line phone service with the added convenience of mobility.”!!

25.  AT&T Wireless is already competing directly with GTE’s ILEC operation in
Plano, Texas, offering a wireless second line replacement plan that appears price competitive

with GTE's wireline service.12 Prospective share loss to CLECs and wireless providers combines

to make the outlook for the traditional wireline voice business particularly unattractive. The

9  Grubman, supra note 7.
10 Technology Futures Inc., Bypassing the Bells, supra note 4.

11" “Sprint PCS Reaches One Million Customers,” quoting Andrew Sukawaty, CEO of Sprint PCS, Sprint PCS
Press Release, see (www.sprintpcsnews.com/releases/98 02 03.html), February 3, 1998.

12 AT&T is offering its digital wireless service in Plano (part of the Dallas-Fort Worth metropolitan area) in a
package designed to attract customers interested in second lines for their businesses or homes. By offering a $40
monthly package of unlimited local calling bundled with voicemail, caller ID, call waiting, call forwarding,
three-way conferencing, and 10 cents-per-minute long-distance service, AT&T hopes to attract second-line
customers to its standard wireless service.
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profitable segments are rapidly being eroded while the ILECs are saddled with low-revenue,

high-cost consumers as they are the carrier of last resort.

26.  Successful entry into the new data intensive market segment is an imperative for
Bell Atlantic — but this move is fraught with difficulties, as existing competitors in the data

intensive segment have comparable financial strength. These competitors include:

e AT&T/TCI/TCG
e MCI WorldCom

o Sprint/France Telecom/Deutsche Telekom

27.  AT&T’s proposed acquisition of IBM’s Global Network and proposed partnership
with Time-Warner will put AT&T out ahead in the race to be the major provider of integrated

local and long-distance data services.

“AT&T would pay three-quarters of the cost of upgrading Time Warner's cable
systems to handle voice transmissions. AT&T, in turn, would get three-quarters
of the revenues from selling the local phone service. A Time Warner Inc. pact
would cap an unprecedented deal-making spree by AT&T Corp., including an
agreement Tuesday to buy IBM's data-networking business for $5 billion. This
fall, AT&T agreed to buy cable giant Tele-Communications Inc., for $31.7
billion, but TCI's cable TV lines are able to reach only about one-third of U.S.
homes.” 13

28.  The combination of GTE and Bell Atlantic will bring GTE’s strength in data
initially to Bell Atlantic’s customers and eventually outside of Bell Atlantic’s region. The

combined company will have the strength to compete successfully both in and out of its region.

D. The Strategic Requirement for Bundling

29.  An ILEC (e.g., Bell Atlantic or GTE) entering an out-of-region market needs to

differentiate its products from those of the ILEC and pre-existing CLECs in order to sign up

13 Associated Press Online - December 9, 1998.
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enough customers to make entry profitable. That differentiation is most likely to come through
provision of an attractive bundled offering, which would combine competitive local exchange
service with voice and data long distance, high-speed data, Internet access and transport, and

wireless service. This need to provide bundled services is well understood by AT&T:

“AT&T's national footprint and full range of local services make it
a natural match for wus,” said H. Pim Goodbody Jr., vice president
of management services for SIA. ‘Many of our members maintain
offices in a number of cities, so being able to work with a single
company for a nationwide portfolio of local services is a
tremendous benefit.””’14

30. Bundling is being used quite successfully by CLECs as a point of differentiation
with the local ILEC. In addition, CLECs employ bundling in other markets to differentiate their
product and attract new customers. In wireless, both Sprint PCS and AT&T (Digital One-
Rate™) are using bundling. The very positive response has sent a very strong message that
bundling is perceived by the consumer as providing a price value as well as simplified pricing
structure. On a national level, a similar trend is occurring as AT&T is successfully working with
its newly acquired TCG subsidiary to provide “one stop shopping” for telecommunications
services to large national businesses. The success that AT&T in particular has demonstrated
with bundled products is likely to be replicated in the local market. Consumers appear to desire
strongly simplified price structures and the perception of better value that comes with a bundled

offering.

14 “AT&T Signs 3-Year, $180-Million Local Services Agreement with Financial Services Firms,” PR Newswire,
Dec. 9, 1998.
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E. The Need for a Brand

31. Integrated telecommunications providers will require their brand to provide
consumers with assurances of product quality!> and a greater sense of comfort with their
purchase decision.!® Brands are especially effective when they are recalled at a key time in the
purchasing process,!” and when buyers can use them to reduce evaluation costs.!® As
telecommunications carriers develop an integrated product portfolio bundling voice/data,
local/long-distance, and wireline/wireless, buyers will rely on brands, making brands a key
strategic asset.!° Brands are also extremely valuable in the business segment, as well as in the

residential segment.20

15 “In the absence of a direct, face-to-face supplier-customer relationship, a brand serves as a means of assuring
product authenticity and consistency of quality — it is, in effect, a promise or ‘pact’ between manufacturer and
buyer. The brand name assures us that the features, functions and characteristics of the brand will remain
invariable from purchase to purchase. In this way, the brand provides its maker with the means to provide
consistently the consumer with intrinsic value or the illusion of such value, or both.

increasingly in industrial and service sectors brands help us find what it is we are looking for in a sea of apparent
sameness. No small contribution in, and of, itself. Brands facilitate product or service specification, and allow
customers to simplify choice and, ultimately, their selection. This is particularly important where actual tangible
product-differences are subtle, almost non-existent or invisible, such as in many areas of high technology,
telecommunications, and in the very near future, utilities.” See Perrier, Brand Valuation, 1997, p. 5.

16 “Brand awareness can provide a host of competitive advantages. First, awareness provides the brand with a
sense of familiarity, and people like the familiar.” See David Aaker, “Managing Brand Equity,” 1991, p. 208.

17 “[TThe salience of a brand will determine if it is recalled at a key time in the purchasing process. For instance, the
initial step in [product selection] is to decide on which brands to consider.” Id., p. 208.

18 «“Buyer evaluation costs: As buyers face increasing problems in evaluating competing products they seek ways
of economizing on evaluation costs. The most common tactic is to free-ride on the presumed analyses of the
well informed and buy the market leader.” Richard P. Rumelt, “Theory Strategy and Entrepreneurship,” The
Competitive Challenge, 1987, p. 147.

19 «“Brand awareness is often taken for granted but, in fact, it can be a key strategic asset. In some industries where
there is product parity, awareness provides a sustainable competitive difference” David Aaker, Strategic Market
Management, 1995, p. 208.

20 Bell Atlantic finds that its brand familiarity, product associations and customer loyalty differs only slightly
between the residential and business segments. Customers in either segment generally appear equally willing to
try other providers (or stay with Bell Atlantic). See Data Development Corporation, “Bell Atlantic Brand
Tracking Study; The Business Market; 2" Quarter Presentation,” and “Bell Atlantic Brand Tracking Study; The
Residential Market; 2™ Quarter Presentation”, October, 1998.
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32.  The issue facing all ILECs is that the AT&T, MCI WorldCom and Sprint brands
have much higher unaided recall (asking consumers what names come to mind when they think

about telecommunications), as shown in the table below.

Table 1: Consumers’ Unaided Recall by Telecommunications Brand?!

Brand Unaided Recall
AT&T 90%
MCI WorldCom 69%
Sprint 69%
GTE22 29%
BOCs23 36%

33.  Asaresult of the powerful AT&T brand, the residential population in every single
region of the country is more likely to select AT&T as its choice of local and long distance
carrier instead of the incumbent local exchange carrier, as shown in the table below.
Consequently, AT&T has a good chance of achieving dramatic share gains in every segment of
the country — based almost exclusively on its brand name — once the company begins mass-

market provision of local service.

21 4.
22 Qut-of-region, 68% in-region.

23 Qut-of-region, 49% in-region.
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Table 2: Preferred Provider of Residential Long Distance and Local Service2425

AT&T vs. ILEC, By ILEC Territory

Proportion of Customers Choosing
ILEC Territory AT&T ILEC
Ameritech 38% 35%
Bell Atlantic North 48% 24%
Bell Atlantic South 45% 23%
BellSouth 38% 30%
GTE 50% 29%
SBC Pacific 39% 26%
SBC (Southwest) 43% 31%
US West 45% 23%

34. In all cases the ILEC’s brands are virtually unknown out-of-region. This lack of
brand recognition out-of-region is a fundamental obstacle that any ILEC must overcome before a
successful move can be made out-of-region. Neither Bell Atlantic nor GTE currently have a
brand that is compelling outside of their existing service territory. Bell Atlantic’s brand is well
regarded but relatively unknown outside its territory, while GTE’s brand is better known on a

national level, but without strong associations:

“Currently, GTE suffers from a general lack of distinction. We are only
associated with passive qualities such as ‘established,” ‘stable,” and ‘friendly.’
This lack of a meaningful perceptual ownership exposes GTE to risk in an
emerging, dynamic marketplace.”26

24 The Yankee Group, AT&T Press Release “Yankee Group Survey finds consumers opt for AT&T as single
provider,” 1/20/98, (http://www.att.com/press/0198/980120.cha.html). The Yankee Group survey asked
residential customers which company they would choose to be a single provider of local and long-distance
telephone service.

25 Data Development Corporation, “Bell Atlantic Brand Tracking Study, The Residential Market, 3" Quarter
Presentation,” October, 1998.

26 GTE, “GTE Brand Equity Analysis,” October 22, 1998.
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35. The merger of Bell Atlantic and GTE is therefore a sound approach to position the
combined company’s brands for the evolution of telecommunications competition. Regional
recognition as a local service provider is not sufficient—to compete successfully outside the
existing territories, Bell Atlantic and GTE need to develop a nationally recognized and respected

brand.

36.  While a cursory analysis suggests that either Bell Atlantic or GTE would have the
financial resources to build a national telecommunications brand, neither company starts with a
brand that is likely to be successful on a national scale, and neither company alone has any strong
product claims on which to base a brand. Building a national brand is already very expensive:
AT&T spent over $1 billion on advertising alone in 1996 (not counting the cost of creative

development), and major telecommunications companies increased their advertising spend by

over 20% between 1996 and 1997.27

37.  The combination of Bell Atlantic’s products with GTE’s will provide, for the first
time, a competitive nationally bundled offering that will be differentiated in the marketplace.
Using this offering, the combined entity can develop a strong brand and national presence that

will allow it to enter other local markets successfully.

F. Summary of Pro-competitive Local Exchange Benefits

38. In summary, the merger of Bell Atlantic and GTE will, for the first time, create an
ILEC that will have the assets needed for success in the rapidly evolving market for local
telecommunications. The companies have an excellent chance of becoming an effective out-of-
region local competitor. The merger of Bell Atlantic and GTE is not the merger of two

essentially similar ILECs. Rather, it is a merger of companies possessing complementary

27 Advertising Age estimates that the average yearly advertising spend of a large telecommunications company
increased 22% from 1996 to 1997, from $364 million to $347 million. Advertising Age,
(www.adage.com/dataplace/archives/dp268.html) and (www.adage.com/dataplace/archives/dp267.html).
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capabilities and products. These complementary products can be bundled and used by Bell
Atlantic and GTE to provide a differentiated local service offering likely to be compelling to

customers.

39. The combination will create numerous strategic beachheads from which to
establish new service areas outside of their existing territories. These beachheads are a
combination of the existing GTE territories on the outskirts of major metropolitan areas and Bell

Atlantic’s large business customers.

40. Bell Atlantic brings an established customer base that includes many large
companies. These large customers can provide the strategic beachheads for out-of-region entry.
The combination of Bell Atlantic’s customers with GTE’s existing territories will provide the
combined entity with multiple points of entry into new regions (e.g., Los Angeles, San Francisco,
San Diego, Dallas-Fort Worth, Houston, Chicago, Cleveland, Indianapolis, Detroit, Miami,

Orlando, Jacksonville, Seattle, and Portland, OR).

41. I find that the combination of Bell Atlantic and GTE significantly enhances the
out-of-region entry prospects in twenty-one major markets spread throughout the territories of
SBC, Ameritech, BellSouth and US West.22 Specifically, the merger increases the expected
profitability of out-of-region entry by increasing the base of “likely prospects” for the
competitive local exchange operation, by increasing the prospective “take rate” of each customer,

and by expanding the demand for each service when taken.

42.  First, the combined entity expects that a certain proportion of the companies’ pre-
existing relationships with large business customers in the target out-of-region area can be

converted into actual demand for telecommunications services. A simple pooling alone of the

28 Bell Atlantic and GTE plan to enter 21 out-of-region metropolitan areas within 18 months of the merger's
completion. See Presentation by Charles R. Lee, Chairman and CEO, GTE Corporation, FCC Meeting on
Mergers, October 22, 1998.
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pre-existing relationships would already increase the expected out-of-region customer base.
Second, by enhancing the product portfolio and brand positioning, each new customer is more
likely to subscribe to each of the services in the enlarged portfolio, thereby increasing each
service’s “take” rate. Third, customers are likely to consume more units of the services “taken”
from the combined company, as the local services will be integrated with voice and data long-
distance services provided over owned facilities (instead of resold facilities, as per Bell Atlantic’s
current out-of-region plans), and therefore of effectively higher quality. Fourth, the increased
“take rate” and consumption reduces the minimum number of customer required for successful

entry.

43.  Bell Atlantic and GTE’s plans to enter out-of-region in 21 metropolitan areas
reflects these strategic merger synergies. The companies’ strategic analysis finds that, without the
merger, competitive entry is unprofitable in the vast majority of these target areas. Neither
company is expected to recoup its capital and marketing investments on its own within a
reasonable period of time. GTE has a relatively small base of “likely prospects,” and therefore
does not expect to sign up enough customers to make entry profitable. The expected profitability
of Bell Atlantic’s standalone entry, on the other hand, is hampered by its incomplete product
portfolio. This deficiency translates to a low take rate and low demand for services that (without
GTE) Bell Atlantic would only provide over resold facilities, such as out-of-region dedicated
high-speed transport. Entry by the merged entity, however, is expected to be profitable in all of
these target areas, as the merger favorably impacts the base of high-probability marketing
prospects, and the enhanced product portfolio increases both the expected take rate and expected
per customer usage of each service. The expected higher take and per customer usage rates
actually reduce the number of customers required to break even on the entry. The larger base of
prospects increases even further the probability that this lower break even point will be reached,

to the point that entry is expected to be profitable by the combined company in all of the 21

Page 19




target markets. The merger will therefore be procompetitive, sparking significant additional local

competition and competitive responses, all to the benefit of consumers.

IV. THE PROPOSED MERGER WILL ENHANCE COMPETITION IN LONG
DISTANCE VOICE AND DATA SERVICES

44,  The transaction will also be strongly pro-competitive in the provision of long
distance voice and data services. I will focus my analysis on long distance data services, as the
benefits on the voice side of combining a newly created facilities-based network (GTE) with a
reseller (as Bell Atlantic will be out-of-region when it obtains Sec. 271 authority) are generally
well understood. On the other hand, the provision of data services is much more dominated by
AT&T, MCI WorldCom, and Sprint than are voice services, as evidenced by the fact that AT&T
and MCI WorldCom have repeatedly boosted data service prices over the last twelve months.2®
Nor have the newer networks delivered on their promise to increase competition — for example,
industry observers dismiss the much touted upstart carrier Qwest Communications as “the

epitome of hype.”30

45.  The transaction will increase competition in long distance data provision by
speeding up deployment of a new national long distance data network that can effectively

compete with the Big Three facilities-based providers. The MCI WorldCom transaction has

29 For evidence of repeated price hikes by AT&T and MCI Worldcom for data services: David Rohde, “AT&T
hikes prices of popular frame relay speeds,” Network World, November 9, 1998, “Right out of the gate, an MCI
price hike,” Network World, November 17, 1997, “AT&T hikes prices across the board,” Network World,
November 5, 1997, “AT&T raises private-line rates, lowers frame-relay charges,” Network World, November 4,
1996. The Big Three incumbents in a concentrated data market have taken advantage of soaring demand to raise
prices: “If you think the Internet is backed up, wait until you go out and try to buy a T-3 circuit. You’re likely
to find that high-speed pipes are suddenly hard to come by, installation intervals are lengthening, and prices
continue to increase.” David Rohde, “The Great T-3 Shortage,” Network World, March 31, 1997.

30 David Rohde, “Qwest Throws Down Pricing Gauntlet,” Network World, Dec. 14, 1998. The author also notes
that “[Qwest currently has] little more to offer than voice-over-IP in a handful of cities . . . Qwest’s IP network is
still a work in progress, and that it does not plan dial-up access or an IP virtual private network until sometime
next year,” and that it “it is currently [delivering] enterprise services using a second non-pure IP network”
obtained from its takeover of LCI.
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removed an important fourth competitor, MCI, and opened up a substantial gap between the three
leading firms and the competitive fringe. As has been shown in the MCI WorldCom merger
proceeding, there is a dearth of networks that are truly national in reach.3! While some newer
carriers such as Qwest are putting fiber in the ground, their network construction is not
proceeding as quickly as originally planned.3? Most importantly, these new networks do not
have a geographical reach (in terms of points-of-presence) and service breadth (in terms of
product platforms) comparable to that of the Big Three.33> For example, only the Big Three
currently possess a service platform for delivering voice-based Virtual Private Network
capability or a nationwide Asynchronous Transport Mode (“ATM”) or Frame Relay (“FR”) data

transport offering.

46.  Construction of a national long distance network providing ubiquitous service to
all markets, not just to the top urban centers, requires large volumes of traffic to achieve
necessary economies. Although GTE is making substantial gains in long distance (voice and
data), selling long distance to its own dispersed customer base will not generate sufficient traffic
to deploy a full-fledged network. While GTE’s “Global Network Infrastructure,” or GNI, fiber
will soon be in place, building a full network is far from complete. Carriers need to deploy
switches and cross-connect systems, establish points-of-presence (“POPs”), develop service

platforms, and implement billing and operations support systems. It is this set of post-fiber

31 Long Distance Affidavits of Robert G. Harris on behalf of GTE Corp., in WorldCom Inc. and MCI
Communications Corp. Proposed Transfer of Control CC Docket No. 97-211, filed March 13, 1998 (First
Long Distance Affidavit) at 1]52-60, and May 7, 1998 (Second Long Distance Affidavit), at 952-72.

32 «Qwest has grudgingly acknowledged the impact to their customers of its build-out delays,’ said Joseph P.
Nacchio, president and CEO of Qwest. ‘It is unfortunate that Frontier believes Qwest is impacting their earnings
in any way. We value all our customers, like Frontier, and we will continue to work hard to provide them with
the most advanced, secure fiber optic network in the world.” ” Analyst Briefing, Qwest Communications, July
23, 1998. In that briefing Qwest acknowledged that Frontier’s purchase of fiber in the Southeast U.S. from
Williams was understandable, as Qwest was not reportedly “not interested” in pursuing that business opportunity
with Frontier. The delays in the build-out in Qwest’s network have been amply documented before this
Commission in the Harris Second Long-Distance Affidavit, at 1§66-69.

33 Harris First Long Distance Affidavit at 14127-135.
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investments that determines a network’s functionality. Moreover, a company’s expected traffic
volumes critically determine whether these investments are made. Combining Bell Atlantic's
existing and projected voice and data traffic onto the customer base will provide the scale

necessary to meet its break-even point for specific deployment in many more markets.

47. I have calculated that, as a result of the combination of the two companies’
projected data traffic streams, the new company would likely be able to expand by over 15% the
number of cities where it could profitably offer data services in 2001. I have reviewed GTE’s
data traffic revenue projections for 94 major metropolitan areas, which indicate that GTE would
find it profitable to provide data services as a stand-alone entity in only 70 of these areas by
2001. The decision to establish data service in a particular city is straightforward — can the
company attract enough traffic, both originating and terminating in that city, to recover the start-
up investment required for the initial terminal equipment facilities. I have also reviewed Bell
Atlantic’s traffic projections for data services, comprising FR and ATM services as well as
private line (“PL”) services. These internal projections were predicated on construction of
owned facilities in-region (subject to Sec. 271 authorization) and use of resold facilities out-of-
region. I then projected the combined company’s data revenues in 2001 by combining the
estimated revenues from Bell Atlantic’s projected data traffic to the GNI’s existing data traffic
revenue projections. Cities where the combined companies’ revenue stream would likely exceed
the break-even threshold were then identified as possible new markets where expansion would be

justified.

48. As a result of the additional traffic that would be contributed by Bell Atlantic, I
estimate that the combined company would have sufficient traffic by 2001 to support the
provision of data services in at least eleven additional metropolitan areas: West Palm Beach
(FL), Tucson (AZ), Tallahassee (FL), Omaha (NE), Macon (GA), Greensboro (NC), Eugene
(OR), Des Moines (IA), Anaheim (CA), Springfield (MA), and Portsmouth (VA). In other
words, when combined, the companies’ projected revenue stream in these cities exceeds the
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break-even threshold. It is important to stress that these would be net additions to the cities
where data services would have been provided over owned facilities by GTE or Bell Atlantic
independently. In the case of the additional cities in Bell Atlantic’s ILEC region (Springfield,
MA and Portsmouth, VA), Bell Atlantic does not expect its standalone traffic to justify
construction of facilities. Once this traffic is added to GTE’s own projected sales, and the
existence of the GNI taken into account, however, construction of the additional facilities to
provide data services in these cities would become economical. Additionally, the bundling
opportunities offered by long distance data services in these cities would also reinforce the
combined entity’s competitiveness in local service provision, and advance GNI’s network

deployment schedule by one to two years.

49.  Placing Bell Atlantic’s traffic on the GNI would significantly enhance the
company’s competitive position in data services. In addition to traffic projections, I have also
reviewed GTE’s projections for the installed data capacity on the GNI — that is, the quantity of
DS-3 equivalent data connections that would be provided by the data switches and cross-connect
capacity that GTE plans to install in the future. These projections also included the average
annual cost per unit of installed data capacity, which is expected to decline sharply as capacity
increases. Based on the review of Bell Atlantic’s projected data traffic as a standalone entity
described above, I find that adding this traffic to the GNI would involve an expansion in the
GNI’s installed data capacity of approximately 25% by 2001. Using the declining average
capacity cost from GTE’s projections, I further estimate that adding Bell Atlantic’s PL-FR-ATM
traffic to the GNI would reduce the GNI’s unit capacity cost by at least 10%. In other words, the
incremental traffic requires a relatively inexpensive incremental capacity addition. Not only
would the combined company’s average production cost be lower, but a significant financial
benefit would be realized by replacing Bell Atlantic’s small scale network in region and resold

service (purchased at wholesale rates) out-of-region with the more scale-efficient facilities of the
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GNL In addition, the merged company could expect additional significant savings by similarly

combining Bell Atlantic’s and GTE’s voice and Internet Protocol (IP) traffic on the GNI.

50.  Thus, the merger of Bell Atlantic and GTE will add a fourth competitor able to
challenge the three leading firms in the provision of integrated voice/data services on both a
national and local level. Neither alone has all the assets required to attack credibly this market in
the near term, but the combined company will be able to reduce significantly the time needed to

meet competition in the marketplace.

51. The merged company will be able to offer national bundled services more
effectively than either would be able to alone. While both companies have the potential to offer
this service sometime in the future, GTE brings immediate customer credibility in IP and long
distance, while Bell Atlantic brings credibility and extensive relationships with large customers.
GTE has had only partial success pursuing this strategy due to the lack of pre-existing customer
relations, which are critical in a service contract-driven business.3* Absent Bell Atlantic’s scale
and customer base, GTE is unlikely to catch the three leading data/voice national carriers, and
will remain at best a distant fourth. GTE’s dispersed customer base limits its ability to support
new Internet services that require substantial up-front investments, and makes for higher

customer acquisition costs than those of its competitors.

V. THE PROPOSED MERGER WILL ENHANCE COMPETITION IN INTERNET
SERVICES

52.  The increase in the size of GTE’s Internet operation will confer a significant pro-
competitive benefit by augmenting competition amongst backbone providers. This will ensure
that no single provider dominates the Internet. Despite the internetMCI divestiture, the

competition between backbone providers remains an issue. MCI WorldCom and Sprint operate
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the leading Internet backbones. In addition, MCI WorldCom owns the leading business ISP,
UUNet, and Sprint has a substantial stake in Earthlink, one of the largest national ISPs, and is
reportedly moving to acquire full control.3® AT&T’s completed TCG acquisition and its
proposed transactions with TCI, IBM, and Time-Warner may lead to the creation of a dominant,

unregulated provider of high-speed two-way broadband consumer access.36

53. In the MCI WorldCom proceeding, it became apparent that asymmetry amongst
backbone providers on the Internet (where interconnection is appropriately unregulated) provides
opportunities for a dominant firm—or an oligopoly of large firms—to degrade the quality of
peering connections with competing backbone providers. Since the value of each backbone's
network increases as the number of customers on that network increases, unilateral growth of any
one of the three largest backbones will push more and more customers to that network, creating
the potential for a “tipping” effect.3” Major Internet backbones currently exchange traffic
through peering arrangements, exchanging traffic without charge3® These arrangements only
work where the backbones handle roughly comparable traffic volumes — if one of the backbones
were to grow significantly larger than the others, its competitors would become dependent on the

larger backbone, and it could refuse to continue the existing peering arrangements.3?

34 See Declaration of Jeffery C. Kissell and Scott M. Zimmerman Declaration, at 15.
35 Crandall-Sidak Declaration, 9 48.
36 I1d.

37 Internet Affidavits of Robert G. Harris on behalf of GTE Corp., in WorldCom Inc. and MCI Communications
Corp. Proposed Transfer of Control CC Docket No. 97-211, filed March 13, 1998 (First Internet Affidavit) at
969- 75, and June 8, 1998 (Second Internet Affidavit), at 55.
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54. Against the backdrop of increasing asymmetry between the Big Three and the rest of
the pack, the Bell Atlantic—GTE merger will have a strong pro-competitive benefit by sustaining
GTE’s traffic volumes and accelerating its growth rate. This growth would undermine the ability
of a dominant firm (or a group of firms coordinating their behavior) to drive competitors from
the market of top-tier backbone providers. Because backbone service is a necessary input to
almost all Internet services—including business and ISP customers, web hosting, and dial-up
access—such anti-competitive behavior, were it to occur, would have severe consequences for all

types of Internet consumers.

VI. CONCLUSION

55.  The combination of Bell Atlantic and GTE will be highly pro-competitive. In
local service provision, the combined companies’ competitiveness will be enhanced by the
ability to offer a highly competitive bundle of local, data, wireless and long-distance services,
and to sell these bundled products through the Bell Atlantic base of large business customers.
This bundled offering can be the product platform from which the combined entity can develop a
national brand and initiate out-of-region ILEC vs. ILEC competition. The incremental traffic
onto GTE’s GNI will result in substantial cash savings and an enhanced competitive position in
long-distance voice and data services. The additional traffic will improve the merged company’s
competitive position through lower unit costs, replacement of resold wholesale service with self-
supplied service over owned facilities, and increase in the number of metropolitan areas where
the minimum traffic requirements fof offering terminating data services are met. Finally, the

additional traffic onto GTE’s ISP and backbone networks will safeguard the competitiveness of
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the Internet and enhance competition between unregulated backbone networks. The combination
of GTE and Bell Atlantic will create a company with the skills and resources necessary to

compete effectively with the established companies in each segment.

56. I therefore conclude that the merger of Bell Atlantic and GTE will only enhance
competition and consumer welfare in telecommunications — in both the immediate term and in

the future — and that the application for transfer of control should be approved.
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I hereby swear, under penalty of perjury, that the foregoing is true and correct.

Ded T e

David J. Teece

Executed on this 18" day of December, 1998.
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